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Our Business Focus

Sono-Tek's bu'sinesé1 is the development and application of patented, proprietary ultrasonic liquid atomiza-
tion technology, nozzles, and spraying systems. These spraying systems reduce waste and environmental

impact, and achieve more precise thin film coatings compared to other spraying approaches.

Our systems are used in making printed circuit assemblies for electronics applications, in the medical device
industry to coat blood collection tubes, arterial stents, and other implants, and in the defense industry to
manufacture chemical gas attack sensors, as well as many industrial applications.

Single Stent Ceaiins

The Accu-Mist™ system combines
Sono-Tek’s unique Microspray ultra-
sonic atomizing nozzle with low-
pressure air to produce a soft, highly
focused beam of small spray drops.

Wide Arca Geating:

The Widetrack System offers signifi-
cant advantages over conventional
pressure-spray methods in a broad
range of applications. Whether coat-
ing moving webs on non-woven fab-
rics, flat panel displays, touch
screens, or exceptionally wide rib-
bons of fioat glass, the Widetrack
System maintains precise control of
the coating.

Low Meintenance Spray

Sono-Tek’s newly released 2000F
spray fluxing system, was designed
for those manufacturers who run high
volume dedicated lines, with high
solids rosin flux. These fluxes are
sticky and make a mess of most
spray fluxing systems. Low
maintenance and no operator
intervention, are the primary features
of the SonoFlux 2000F. Only
monthly cleaning is necessary.
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CorPORATE HiGHLIGHTS FOR FiscaL YEArR 2003
® First profitable year since 1998
Seven consecutive profitable quarters
Maintained working capital at adequate levels
Introduced the new low maintenance 2000F fluxer

Developed the MoltenMist liquid solder nozzle

,

Began penetration of the stent coating market
(with Accu-Mist™ and MediSonic Systems)

® Introduced SelectaFlux point and line fluxer
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President’s Message

THE YEAR IN REVIEW

N
J

Fiscal Year 2003, whicp ended February 28, 2003, has been a year of recession, with sluggish business
conditions in the electrqnics printed circuit board assembly industry, our principal market. Nonetheless, we

have been able to maintain profitability at reduced sales
levels by exercising anropriate cost controls. In fact,
Sono-Tek has reported a profitable year for the first time
since 1998, and we aré pleased to report that we have
now achieved seven coinsecutive profitable quarters as
the accompanying chart$ show. We have also maintained
our working capital at Iastt year's level by practicing careful
cash management thror‘gghout the year. Sono-Tek faced
numerous problems in Fiscal Year 2002 due to debt and
losses associated with the earlier acquisitions and a joint
venture. These operatiods were draining funds from Sono-
Tek’s core ultrasonic n‘pzzle and associated spraying
systems business. In thé fiscal year just ended February
28, 2003, we have been able to refocus our efforts on
what we know best—uhfasonic atomization. And we did
it on a profitable, sustainable basis.

ULTRASONIC ATDMIZATIDN IN TODAY’'S MARKET

We see many exciting pbssibilities for our technology in
today’s markets, and a brief review of the particular
strengths of ultrasonic étomization may reinforce this
point. Our patented no?zles create the flow of liquid
through an unrestricted nozzle to a surface tip. There
the liquid is broken up into many small drops (“atom-
ized”) by high frequency (“ultrasonic”) vibrations, and
propelled toward the suhace to be coated or sprayed.
The advantages, comparéd to everyday pressure nozzles
used throughout industrﬂl and in our homes, are a lack
of clogging, very small drops in the micron range, and
the ability to focus on a?i,designated target without sig-
nificant overspray or bopnce-back, thereby preventing
the release of material ijto the environment.

i
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When spraying inexpensive materials onto non-critical surfaces, such as house painting, garden spraying,
and many other applications, the unique features inherent in ultrasonic nozzles are not particularly important.
However, if the liquid is expensive or environmentally controlied, such as liquid fluxes used to pre-treat
printed circuit boards prior to soldering, new drugs carried in polymeric coatings for arterial stents, or if there
is a requirement to apply coatings in very thin and uniform layers onto glass such as plasma screens or
other surfaces, an ordinary nozzle becomes incompatible with the demands for accuracy, uniformity, limited
release to the environment, and ultra-thin coatings. And that is exactly what is happening today in many
industries.

Sono-Tek’s development activities in the past year have been focused entirely on the premise that our
technology will find increasing use in the more demanding applications presented by ongoing revolutions in
medicine, miniaturization, and nano-technology. We have developed several new products, and increased
our command of our technology, pressing it towards more exacting specifications to attract new customers
in new markets. We also have worked to entice existing customers in established markets to replace
current equipment with our new, better, and more cost effective products.

Product Development Highlights

ELECTRONICS-PRINTED CIRCUIT BOARD MANUFACTURE

In the electronics industry, we developed another new spray fluxer, the SonoFlux 2000F, as a complement
to the SonoFlux XL introduced last year. The SonoFlux XL was designed for the contract manufacturers
who supply printed circuit boards to many of the more familiar “household name” product manufacturers
such as computer and TV set producers. Contract manufacturers typically encounter a wide rage of board
sizes, depending on their customers’ designs, from 2 inches to 24 inches. The 2000F, on the other hand, is
a fixed width spray fluxer designed to operate in the 3 to 13 inch range, and is specifically designed to
directly serve the output lines of product manufacturers, since they typically produce the same printed
circuit boards over long periods of time. The downturn in the electronics industry has affected the product
manufacturers less than it has the contract manufacturers, who were given the excess demand in busy
times on an outsourcing basis. The 2000F has demonstrated the very desirable capability of handling sticky
rosin fluxes with a minimum of downtime for cleaning, and is replacing existing equipment that requires
more cleaning and maintenance. These two products have already demonstrated their potential in this
year's down market, and we hope for strong contributions to our revenues as the electronics sector revives.

Annual Report 2003 Sono-Tek Corporation 4




Anincreasing number of electromc products are small in size, such as cell phones and personal digital assistants.
They require solderjomts in limited areas, as compared to larger circuit boards in computers and televisions. In
response, we also mtroduced and have sold a number of our new SelectaFlux precision flux sprayers, which are
capable of spraying pomts down to 2 mm in diameter, as well as lines as narrow as 2 mm under computer
control. The SelectaFiux is becoming incorporated into the newer selective soldering equipment sold by large
suppliers to this developlng segment of the printed circuit board industry.

i

MEDICAL DEVICES

Another area of development has been our ThinSonic and MediSonic coating systems. Sono-Tek negotiated a
license agreementin January 2000 with Cornell Research Foundation, providing exclusive rights to manufacture
and sell chemical vapor deposmon (CVD) equipment based on Cornell’s proprietary technology and our ultrasonic
nozzles. The ThinSonic device is the result of this agreement, and has been sold to several universities. The
core technology hardwaré also has been sold to British Aerospace Systems, a defense contractor, for the
manufacture of its Chemlcal and Toxic Attack Sensors, which are used to alert troops and civilian populations
in the event of a release of toxic gas agents.

We have gone beyond th:s}ongmal application by developing a system to apply polymer/drug coatings via vapor
deposition (PVD). We have applied for patent protection on this new system. The first of such units was sold to
the Cordis Division of Johnson & Johnson, for development work in applying anti-restinosis drug coatings to
batches of arterial stents. We have also had over twenty companies visit our laboratory where we evaluate their
polymer/stent systems (usually on a fee basis) in our MediSonic system for possible market introduction. At the
same time, we have sold over fifty Accu-Mist™ nozzles systems for the application of polymer-drug combinations
to arterial stents. The Accu Mist™ nozzle system is designed to coat stents one at a time, compared to the
batch processing of the Med|Son|c equipment. We believe that the pharmaceutical companies will eventually
migrate to batch processmg as the coated stents penetrate the market, and overcome medical insurance first
cost issues, with their inherent higher success rate and fewer trips back to the hospital. In the meantime, we are
covering this market as it évolves with the simpler Accu-Mist™ approach.

The medical device markét is not limited to drug coated stents, and in the past year we have worked on
customer sponsored research and development programs with a number of medical device and pharmaceutical
companies. In our laboratones we have applied coatings to joint replacements, arterial and vein replacements,

pills, heart support trusses for congestive heart failure, pacemaker batteries and disposable hearing aids. Our
goal is to help customers find a better way to manufacture their devices using our product technology in its
current or enhanced form. We believe these paid R&D programs will leverage our products into new applications
and create future growth opiportunities for Sono-Tek.

WIDE AREA COATINGS

Many industries require coatings over a wide area in a continuous production line. For example, the manufacture
of glass and derivative products involves sheets of glass of varying widths. The world of glass is complex and
varied, involving specialty coatmgs that must be very thin and uniform to meet the needs of advanced applications
such as self-cleaning skyscraper glass, anti-glare glass, and plasma screens. Some of these applications are
in the area referred to as néno-technology, in that they involve a liquid containing sub-micran particles, which
remain behind on the surface as the liquid evaporates. Itis critical that the initial liquid spray be uniform and thin
to achieve good results. Sono-Tek has developed our new WideTrack coating system to address the needs of
these manufacturers to apply thinner, more uniform coatings, and has sold a number of WideTrack systems in
the past year. \
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LIQUID METAL ATOMIZATION

During the past year we entered a new market, that of atomizing liquid solder. This came about as the result of
a customer sponsored development program. One of our customers, a manufacturer of solder paste, found that
our nozzles were more effective than its current process in creating the very small diameter solder balls required
for the manufacture of its product. Solder paste is used in the rapidly growing surface-mount electronics assembly
market. We worked to develop an optimized nozzle system that utilizes a replaceable tip—a first for us. The
replaceable tip is needed due to the aggressive nature of the liquid solder as it comes in contact with our
titanium nozzle tips. We believe this new system, known as MoltenMist, has great potential for future sales,
based on the sales growth we have seen this past year.

WHAT’S AHEAD?

We are currently evaluating a number of new ultrasonic based applications, that include spray drying, ink-jet
printer head conformal coatings, coating fue! cell electrodes, high pressure CO, applications, and fuel injection
sources for a new gyroscopic scooter. In each case, we work in-house with customers on paid R&D programs
that stretch our development budget further than we could do on our own. It also provides ready-made customers
for any successes we have in the laboratory. We believe this is a sound way for Sono-Tek to proceed in a
recessionary environment, and it provides opportunities for growth larger than our size might otherwise allow.

IN CONCLUSION

We are pleased with the progress the Company has made in improving its liquidity, in shedding unprofitable
operations, and in returning to profitability in light of a recession year and weak consumer electronics market for
spray fluxing equipment. We are also pleased that we have been able to press forward with technology based
product development, the key to our future. We believe that our new products will add to a recovering market in
the electronics industry, resulting in both sales and earnings growth over the next several years.

Sincerely,

(i eeese

Christopher L. Coccio, Ph. D.
President and Chief Executive Officer
May 31, 2003
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Management Discussion

FDRWARD'LDDKING% STATEMENTS

Certain statements made in this report may con-
stitute “forward-looking statements” within the
meaning of the Federal Securities Laws. Such
forward-looking statements include statements
regarding the intent, belief or current expectations
of the Company and its management, and involve
known and unknown risks, uncertainties and cther
factors which may cause the actual results, per-
formance or achieveménts of the Company to be
materially different from any future results, per-
formance or achievements expressed or implied
by such forward-looking statements. Such fac-
tors include, among other things, the following:

¢ The Company’s ability to respond to competition
in its markets; ‘.

» General economic conditions in the Company’s

markets; {

¢ Ability to continue to§ obtain deferral of principal
payments from its note holders;

The Company undertakes nd obligation to update publicly any
forward-looking statemeht.

OVERVIEW

The Company experiended sluggish sales in the year
ended February 28, 2003. These reduced sales are
attributable to the economic slowdown that is af-
fecting the capital goods segment of the economy,
and more specifically thé electronics industry, which
has been our main business. As a result, we have
used $187,557 of our dash reserves over the last
year. A total of $248,588 of payments due in the
period from August 31,12003 to February 28, 2003
were deferred. These were compromised of loan
principal and interest of $219,680 and incentive com-
pensation payments to§ officers and key manage-
ment employees of $28,907. Monthly payments of
approximately $37,000 continue to be deferred after
February 28, 2003. There can be no assurances
that creditors will allow continued deferrals.

The Company continues to see developing opportu-
nities for its technology in newer markets such as
biomedical and defense and in the eventual recov-
ery of the economy and the electronics industry.
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LIQUIDITY AND CAPITAL RESDURCES

The Company’s working capital increased $27,137
from $499,948 at February 28, 2002 to $527,085 at
February 28, 2003. The increase in working capital
was principally the result of decreases in cash of
$188,000, accounts receivables of $5,000, prepaid
expenses of $12,000, a decrease in the current por-
tion of debt and revolving credit of $62,000, reduc-
tions in accounts payable and accrued expenses of
$144,000, and an increase in inventory of $26,000.
The stockholders’ deficiency decreased $143,101
from $782,554 at February 28, 2002 to $639,453 at
February 28, 2003. The decrease in stockholders’
deficiency was the result of the net profit of $120,958,
investment of $18,000 and $4,145 of imputed inter-
est of amounts owed to one of the Company’s di-
rectors. The Company has operated profitably for
the last seven fiscal quarters.

Accounts receivable at February 28, 2003 de-
creased $5,052, or 1%, from February 28, 2002
due to better collection efforts in the twelve months
ended February 28, 2003.

Inventory increased $25,955, or 3%, as the re-
sult of additional labor and overhead capitalized
at February 28, 2003 due to revised labor rates.

Accounts payable decreased $131,000 as com-
pared to February 28, 2002 due to the reduced
purchasing activity and payments made to ven-
dors on current and overdue amounts during the
year ended February 28, 2003.

The Company currently has a $350,000 line of credit
with a bank. The loan is collateralized by accounts
receivable, inventory and all other personal prop-
erty of the Company, and is personally guaranteed
by the former Chief Executive Officer of the Com-
pany. As of February 28, 2003, the outstanding
balance was $312,000.

During the first quarter of Fiscal Year 2002, the
Company discontinued the production of capital
equipment in the cleaning and drying systems
segment and focused on sales of ultrasonic
nozzles. As the result of taking these steps, the
Company was able to remain profitable for the
remainder of Fiscal Year 2002 and through Fiscal
Year 2008.




REsSULTS aoF CONTINUING OPERATIONS

The operations of the Company reflectimproved op-
erating margins since payroll and operating expenses
were reduced during the quarter ended May 31, 2001
in order to provide positive cash flow. This was
accomplished by down-sizing the spraying systems
business through layoffs, salary reductions, and cut-
backs in employee benefits. The Company aliso
reduced costs by changing outside professionals
and other service providers.

For the year ended February 28, 2003, the
Company’s sales decreased $311,653 to
$3,157,756, as compared to $3,469,409 for the year
ended February 28, 2002. The decrease was a re-
sult of a decrease in MCS nozzle-spraying system
and specialty coating system sales of $546,000
partially offset by increases in fluxer sales of
$192,000, nozzle sales of $5,000 and, increase in
cleaning system spare parts and service of $38,000.
The sales decrease in specialty coating system
sales was caused by fewer orders placed for sys-
tems for national defense contracts. The increase
in fluxer sales was due to the successful introduc-
tion of new products, the SonoFlux XL and the
SonoFlux 2000F.

The Company’s gross profit decreased $399,440,
to $1,775,080 for the year ended February 28, 2003
from $2,174,520 for the year ended February 28,
2002. The decrease was primarily a result of lower
sales of the Company’s products that were offset
by the related material costs and labor. The change
in the mix of the Company’s products sold affected
the gross margin percentage, which was reduced
from 63% for the year ended February 28, 2002, to
56% for the year ended February 28, 2003.

Research and product development costs increased
$40,723, to $361,783 for the year ended February
28, 2003, from $321,060 for the year ended Febru-
ary 28, 2002. The increase was a result of product
development costs on new fluxer systems and con-
tinued work on the CVD (chemical vapor deposi-
tion) product line.

Marketing and selling costs decreased $47,091 to
$615,736 for the year ended February 28, 2003 from
$662,827, for the year ended February 28, 2002.
The decrease was a result of decreases in market-
ing and consultant expenses of $39,000, sales com-

missions of $23,000, trade show costs of $26,000,
and travel expenses of $3,000, facilities and other
costs of $16,000, which were offset by increased
personnel costs of $60,000.

General and administrative costs decreased
$21,211, from $577,471, for the year ended Febru-
ary 28, 2002, to $556,260 for the year ended Febru-
ary 28, 2003. The decrease was attributable to re-
duced consulting expenses of $13,000, royalty ex-
penses of $17,000, travel expenses of $8,000, bank
fees of $11,000, reduced facility and utility costs of
$7,000 and other cost reductions of $11,000, par-
tially offset by increased personnel costs of $4,000,
increased accounting and legal fees of $6,000, in-
creased bad debt provision of $22,000, and in-
creased directors and officers insurance of $14,000.

interest and other income increased $50,332 for the
year ended February 28, 2003 as compared to Feb-
ruary 28, 2002, primarily as the result of profits real-
ized on settlements with vendors.

Interest expense was reduced $15,000 for the year
ended February 28, 2003 as compared to the year
ended February 28, 2002 as the result of repayments
made and a drop in prevailing interest rates.

The Company’s income from continuing operations
decreased $309,556, from $430,522 or $0.05 per
share, for the year ended February 28, 2002, to
$120,956, or $0.01 per share, for the year ended
February 28, 2003.

RESULTS OF DISCONTINUED OPERATIONS

The Company did not experience any loss from
discontinued operations during the year ended Feb-

ruary 28, 2003.
CRITICAL ACCOUNTING POLICIES

The discussion and analysis of our financial condi-
tion and results of operations are based upon our
consolidated financial statements, which have been
prepared in accordance with accounting principles
generally accepted in the United States of America.
The preparation of these financial statements re-
quires us to make estimates and judgements that
affect the reported amount of assets and liabili-
ties, revenues and expenses, and related disclo-
sure on contingent assets and liabilities at the date

of our financial statements. Actual results may dif-
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fer from these estimatés under different assump-
tions and conditions. |

Critical accounting poiicies are defined as those
that are reflective of $ignificant judgements and
uncertainties, and may} potentially result in materi-
ally different results under different assumptions
and conditions. We believe that our critical ac-
counting policies are limited to those described
below. For detailed discussion on the application
of these and other accbunting policies see note 3
to our consolidated financial statements.

Long-Lived Assets (in?cluding Tangible and Intan-
gible Assets) - We acqbired two businesses in re-
cent years, which resulied in intangible assets be-
ing recorded. The deﬁermination of the value of
such intangible assets requires management to
make estimates and aésumptions that affect our
consolidated financial statements. We assess
potential impairment to the intangible and tangible
assets on a quarterly basis or when evidence that
events or changes in circumstances indicate that
carrying around of an asset may not be recovered.
Ourjudgements regard?ng the existence of impair-
ment indicators and future cash flows related to
these assets are based én operational performance
or our business, market conditions and other fac-
tors. Future events coiuld cause us to conclude
that impairment indicators exist and that other tan-
gible or intangible asséts are impaired. In fiscal
2002, the Company recorded a $477,377 write down
of goodwill due to such impairment evaluation.

Accounting for Incorﬁe Taxes - As part of the
process of preparing our consolidated financial
statements we are requi:‘red to estimate ourincome
taxes. Management judgement is required in de-
termining our provision :of our deferred tax asset.
We recorded a valuatiotn for the full deferred tax
asset from our net operating losses carried forward
due to the Company not demonstrating any con-
sistent profitable operations. In the event that the
actual results differ from these estimates or we

adjust these estimates |n future periods we may
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need to adjust such valuation recorded.

IMPACT OF NEwW ACCOUNTING PRONOUNCEMENTS

In June 2002, the FASB issued SFAS No. 146,
“Accounting for Costs Associated with Exit or Dis-
posal Activities”. This SFAS applies to costs as-
sociated with an “exit activity” that does not in-
volve an entity newly acquired in a business com-
bination or with a disposal activity covered by SFAS
No. 144. These costs include, but are not limited
to the following: termination benefits associated
with involuntary terminations, terminating contracts
that are not capital leases and costs to consoli-
date facilities or relocate employees. SFAS No.
146 will be effective for exit or disposal activities
initiated after December 31, 2002 with early appli-
cation encouraged.

During 2002, the FASB issued SFAS No. 145, 147,
and 148, which were merely amendments to exist-
ing SFAS or other accounting pronouncements.
In January 2003, the Financial Accounting Stan-
dards Board (“FASB”) issued FASB Interpretation
No. 46, “Consclidation of Variable Entities”, (FIN
No. 46) an interpretation of Accounting Research
Bulletin No. 51. FIN No. 46 requires that variable
interest entities be consolidated by a company if
that company is subject to a majority of the risk
and loss from the variable interest entity’s activi-
ties or is entitled to receive a majority of the entity’s
residual returns or both. FIN No. 46 requires dis-
closures about variable interest entities that com-
panies are not required to consolidate but which
the company has a significant variable interest.
The consolidation requirements will apply immedi-
ately for newly formed variable interest entities cre-
ated after January 31, 2003 and entities established
prior to January 31, 2003, in the first fiscal year or
interim period beginning after June 30, 2003. The
adoption of FIN No. 46 is not expected to have a
material impact on our consolidated results of op-
erations and financial position.

In April 2003, the FASB issued Statements of Fi-
nancial Accounting Standards No. 149 (“SFAS No.
1497, an amendment to SFAS No. 133. SFAS
No. 149 clarifies under what circumstances a con-
tract with initial investments meets the character-
istics of a derivative and when a derivative con-




tains a financing component. This SFAS is effec-
tive for contracts entered into or modified after June
30, 2003.

In May 2003, the FASB issued Statements of Fi-
nancial Accounting Standards No. 150 ("SFAS No.
150). SFAS No. 150 established standards for how
an issuer classifies and measures in its statement
of financial position certain financial instruments with
characteristics of both labilities and equity. It re-
quires that an issuer classify a financial instrument
that is within its scope as a liability (or asset in some

circumstances) because that financial instrument
embodies an obligation of the issuer. This SFAS is
effective for financial instruments created before the
issuance date of SFAS No. 150 and still existing at
the beginning of the interim period of adoption. Re-
statement is not permitted. The adoption of SFAS
No. 150 will anly require the Company to have addi-
tional disclosures regarding the Put Warrants and will
not have a material effect on the financial statements.
We will adopt SFAS No. 150 in the first quarter of
fiscal 2004.

Independent Auditor’s Report

To the Stockholders and Board of Directors
Sono-Tek Corporation
Milton, New York

We have audited the accompanying consolidated balance sheet of Sono-Tek Corporation as of February 28,
2003, and the related consolidated statements of operations, stockholders’ deficiency and cash flow for each
of the two years then ended. These financial statements are the responsibility of the Company’s manage-
ment. Our responsibility is to express an opinion on these financial statements based on our audits.

We conducted our audit in accordance with auditing standards generally accepted in the United States.
Those standards require that we plan and perform the audits to obtain reasonable assurance about whether
the financial statements are free of material misstatement. An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements. An audit also includes as-
sessing the accounting principles used and significant estimates made by management, as well as evaluat-
ing the overall financial statement presentation. We believe that our audits provide a reasonable basis for our
opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial
position of Sono-Tek Corporation, as of February 28, 20083 and the results of their operation and their cash
flows for each of the two years then ended in conformity with accounting principles generally accepted in the
United States.

| Q&& MQQ\L@

Radin, Glass & Co., LLP
Certified Public Accountants

New York, New York
May 2, 2003
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Consolidated Finahcial Statements

‘ February 28
ASSETS , 2003
Current Assets
Cash and cash equivalents $265,658
Accounts receivable (less allowance of $13,675) =~ . . . . . 375,040
Inventories(Note7) 794,666
Prepaid expenses and other currentassets =~~~ 56,023
Total currentassets =~~~ 1,497,387
Equipment, fumishings and leasehold improvements
(less accumuiated depreciation of $638,547)(Note8) 84,878
Intangible assets, net:
Patents and patents pending (Note3) . 29,520
Deferred financing fees (Note 13) =~~~ 11,251
Total intangible assets =~~~ . 40,771
Otherassets = . 6,541
Totalassets . ... $1,623,577
LIABILITIES AND ST‘:“DGKHDLD ERS’ DEFICIENCY
Current Liabilities
Accountspayable . . . . . . . $149,920
Accrued expenses (Note9) 244,286
Revolving line of credit (Note 10) , _ _ - 312,000
Current maturities of long term loans-related parties (Notes 12& 18) - 63,924
Current maturities of long term debt (Notes 12~~~ 9,072
Current maturities of subordinated mezzanine debt (Note 13) 141,672
Current maturities of subordinated loans (Note 11) 43,428
Total current tiabilites - 984302
Subordinated mezzanine debt (Note13) 690,722
Long term debt — related parties, less current maturities (Notes 12& 18) = 250,033
Subordinated loans (Notes 11). . . . . . . . ... ... 100,674

.................... 69,076

Other long-term liabilities (Note 18)

Total liabiltes 2,074,807
Commitrments and ¢ontingencies (Note14) . . . . . . . . .. ... ... -
PutWarrants (Note 13) 188,223
Stockholders’ Deficiency
Common stock, $.01 par value; 25,000,000 shares
authorized, 8,200,161 issued and outstanding . . . . . . . . . . . . . . 92,002
Additional paid-incapital =~ . . . . ... 6,037,305
Accumulated deficit 6,768,760
Total stockholders’ deficiency . . . = . .. ... . .. .. ... 639,453
Total Liabilities and Stockholders’ Deficiency . = . . $1,623,577

See notes o consolidated financial statements.

11 Annual Report 200311' Sono-Tek Corporation




CONSOLIDATED STATEMENTS OF DOPERATIONS Years Ended February 28

2003 2002
Net Sales (Note 19) . . . $3,157,756 $3,469,409
Costof Goods Soid -~~~ . .. 1,382,676 1,294,889
Gross Profit . . . . . .. ... . 1,775,080 2,174,520
Operating Expenses
Research and product development. . . = . . 361,783 321,060
Marketingandselling. . = = . . . . o 615,736 662,827
General and administrative . . . . . . . .. . . . 556,260 577,471
Total Operating Expenses. . . . . . . . . 1,533,779 1,561,358
Operatingincome - - . . . . . . .. .0 241,301 613,162
Interest Expense . . . . . . . ... (228,488) (243,536)
Interest and Other Income = L 111,228 60,896
Income from Continuing Operations Before Income Tax Expense 124,041 430,522
Income Tax Expense (Note 15) 3,085 -
Income from continuing operatons 120,956 430,522
Loss from discontinued operations (Note6). .~ = = . . (616,913)

Net Income (Loss) $120,956 $(186,391)

Basic and Diluted Earnings (Loss)} Per Share (Note 1 7)

Continuing Operations . =~ $0.01 $0.05
Discontinued Operatons - (0.07).
NetIncome(Loss) $0.01 ($0.02)

Weighted Average Shares -Basic. . . . . . . . . .. .. 9,152,401 9,096,436
Weighted Average Shares — Diluted . . 10.265.644 9.096,436

See notes to consolidated financial statements.

CONSOLIDATED STATEMENTS OF STOCKHOLDERS' (DEFIGIENCY) EQUITY

Total
Common Stock Par Value $.01 B . Stockholders’
Additional Paid-In Accumulated (Deficiency)

Shares Amount Capital Deficit Equity

Balance (Feb. 28, 2001) 9,092,354  $90,924 $6,007,037  $(6,703,325) ($605,364)

Conversion of bonus 13,068 131 2,744 - 2,875
Non-employee stock option - - 2,181 - 2,181
Imputed interest - affiliate loan - - 4145 - 4,145
Net Loss - - - (186.391) (186,391)
Balance (Feb. 28, 2002) 9,105,422 91,055 6,016,107 (6,889,716) (782,554)
Issuance of common stock 94,739 947 17,053 - 18,000
Imputed interest - affiliate loan - - 4,145 - 4,145
Net Income - - - 120,956 120,956

Balance (Feb. 28,2003) _9,200,161  $92,002 $6,037,305  $(6,768.760) $(639,453)

See notes to consolidated financial statements.
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Years Ended February 28

CONSOLIDATED STA?\TEMENTS oF CasH FLOwsS 2003 2002

Cash Flows From Operating Activities:
Net Income (Loss). . . . . . . . . .. . ... .. . $120,956 $(186,391)
Adjustments to reconcile net income (loss) to net
cash provided by (used in) operating activities:

Loss from discontinued operations =~ . - 616,913
Depreciation and amottization . . . . . . 76,532 77,176
Imputed interest expense. . . . . . . . . ... L 74,666 72,193
Provision for doubtful accounts. . . . . . . (11,325) (91,581)
(Increase) decrease in:
Accounts receivable. . . . . . . . 16,377 305,094
Inventories. . . . . . .. ... (25,955) 27,985
Prepaid expenses and other current assets. 12,371 28,698
Otherassets. . . . . . .. . . ... ... , - 501
Increase (decrease) in:
Accounts payable and accrued expenses . = = _(144,309) (672,136)
Net Cash Provided By Continuing Operations. = . . | 119,313 178,452
Net Cash Provided By (Used In) Discontinued Operations. . __(167.403) 284.480
Net Cash Provided By (Used In) Operating Activities. = . . . (48,090) 462,932
Cash Flows from Investing Activities:
Sale (purchase) ofiequipment, furnishings . . . . . . . . . .
andleasehold improvements . . . . . . . . . . .. (8,165) 3,547
Patent filingcosts, . . . . . . . . . . B (13,965) -
Otherassets . . .| . . . . . . . ... ... 1,126 .
Net Cash Provided By (Used In) Continuing Operations— (21,004) 3.547
Net Cash Provided By (Used In) Investing Activities = (21,004) 3,547
Cash Flows from Financing Activities:
Proceeds from issuance of stock . . . . . . . . . .. .. . 18,000 2,875
Proceeds from exercise of warrants and options. . . . . . . - 2,181
Proceeds from subordinated mezzaninedebt. .~~~ =~ . - 300,000
Renegotiation of short-term and other liabilities. . . . . . . | - 161,487
Repayment under revolving creditline. . . . . . . . . . . (32,000) -
Repayments of noté payable and equipmentloans. . = . . (22,686) (27,990)
Repayment of notes to related parties .~ . . (46,196) (173,521)
Repayments of subordinateddebt. . . .~ . . . . . . . .. (5,898) -
Payment of long-term liabilites . . . . . . . . .. ... . (29.683) -
Net Cash (Used in) Provided by Continuing Operations_.  (118,463) 265,032
Net Cash (Used in) Discontinued Operations =~ . - (281,528)
Net Cash Used in Financing Activities . . | (118.463) (16,496)
Net (Decrease) Increase in Cash and Cash Equivalents. = = . (187,557) 449,983

Cash and Cash Equivalents:
Beginningotyear . .. .. .. 453,215 3,232
Endofyear . ... .. . __$265.658 $453.215

See notes to consolidated financial statements.
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Notes to Consolidated Financial Statements
{Years Ended February 28, 2003 and February 28, 2002)

NOTE 1: BUSINESS DESCRIPTION

The Company was incorporated in New York on March 21, 1975 for the purpose of engaging in the develop-
ment, manufacture, and sale of ultrasonic liquid atomizing nozzles. Ultrasonic nozzle systems atomize low
to medium viscosity liquids by converting electrical energy into mechanical motion in the form of high
frequency (ultrasonic) vibrations which break liquids into minute drops that can be applied to surfaces at low
velocity.

NoTE 2: FINANCIAL CONSIDERATIONS AND MANAGEMENT’'S PLANS

During the Fiscal Year Ended 2002, the Company took actions to limit its losses and reduce negative cash
flow. The spraying systems segment was down-sized to reflect the decline in market demand, and the
sales force was refocused to increase nozzle sales instead of fluxer sales. The cleaning and drying
segment, represented by SCS, terminated production of capital equipment, but continues to service equip-
ment and sell spare parts on a limited basis. By decreasing operating costs and terminating thirty-two
employees, the Company generated income beginning in the second quarter of Fiscal Year 2002. During
the first quarter of Fiscal Year 2002, the Company also received additional financing from Norwood and
directors of the Company. ’

NOTE 3: SIGNIFICANT ACCOUNTING POLICIES

Consolidation - The accompanying consolidated financial statements of Sono-Tek Corporation, a New
York corporation (the “Company”), include the accounts of the Company and its wholly owned subsidiary,
Sono-Tek Cleaning Systems, Inc., a New Jersey Corporation (“SCS”), which the Company acquired on
August 3, 1999 (the “Acquisition”) which has been treated as a “discontinued operation.” All significant
intercompany accounts and transactions are eliminated in consolidation.

Cash and Cash Equivalents - Cash and cash equivalents consist of money market mutual funds and
short-term certificates of deposit with original maturities of 90 days or less. The Company occasionally has
cash or cash equivalents on hand in excess of the $100,000 insurable limits at a given bank. At February
28, 2003, the Company had $122,307 over the insurable limit. Years Ended February 28

Supplemental Cash Flow Disclosure 2003 2002
Interest paid

Continuing Operations .~ . . . . . . . $168,644 $191.485

Discontinued Operations. . . . o - $16.482
Income taxespaid . . . . . ... - -
Non-cash items:

Interest expense for issuance of warrants, $70,521 $68.048

Interest expense imputed on affiliate loan. $4,145 34145

Conversion of accrued bonus to equity. . . . . . . . T TP m7s

Stock issued and warrants and options

granted for services. . .~ . . . . . . , $18,000 $2,181

Inventories - Inventories are stated at the lower of cost or market. Cost is determined using the first-in,
first-out (FIFO) method for raw materials, subassemblies and work-in-progress and the specific identifica-
tion method for finished goods. Consignment goods are spare parts used by outside sales representatives
for emergency repairs performed on customer’s equipment.

Equipment, Furnishings and Leasehold Improvements — Equipment, furnishings and leasehold im-
provements are stated at cost. Depreciation of equipment and furnishings is computed by use of the
straight-line method based on the estimated useful lives of the assets which range from three to five years.

Product Warranty - Expected future product warranty expense is recorded when the product is sold.

T _Annual Report 2003 Sono-Tek Corporation 14




Patent and Patent Pending Costs - Costs of patent applications are deferred and charged to operations
over seventeen years for domestic patents and twelve years for foreign patents. However, if it appears that
such costs are related to products which are not expected to be developed for commercial application within
the reasonably foreseeable future, or are applicable to geographic areas where the Company no longer
requires patent protectron they are written off to operations. The accumulated amortization is $65,770 at
February 28, 2003.

Amortization of Drscouﬁts on Borrowings — A discount between the face value of borrowings and the fair
value of the proceeds recelved are amortized over the term of the borrowing using the effective-interest
method. Borrowings are reponed net of the related unamortized discount.

Deferred Financing Fees — Deferred financing fees of $35,523 at February 28, 2003 are being amortized
over the term of the related debt. Accumulated amortization was $24,272 at February 28, 2003.

Research and Product Development Expenses - Research and product development expenses represent
engineering and other expenditures incurred for developing new products, for refining the Company’s exist-
ing products and for develeping systems to meet unique customer specifications for potential orders or for
new industry applications and are expensed as incurred. Engineering costs directly applicable to the manu-
facture of existing products are included in cost of goods sold.

Income Taxes - The Company accounts for income taxes under the asset and liability method. Under this
method, deferred income ;taxes are recognized for the tax consequences of “temporary differences” by
applying enacted statutory tax rates applicable to future years to differences between the financial state-
ment carrying amounts and the tax basis of existing assets and liabilities. if it is more likely than not that
some portion or all of a deferred tax asset will not be realized, a valuation allowance is recognized.

Earnings (Loss) Per Share - Basic eamnings (loss) per share (“EPS”) is computed by dividing net income
(loss) by the weighted- average number of common shares outstanding for the period. Diluted EPS reflects
the potential dilution that could occur if securities or other contracts to issue common stock were exercised
or converted into common stock Stock options granted but not yet exercised under the Company’s stock
option plans are included for Diluted EPS calculations under the treasury stock method.

Advertising Expenses - The Company expenses the cost of advertising in the period in which the advertis-
ing takes place. |

Long-Lived Assets - The Company periodically evaluates the carrying value of long-lived assets, including
intangible assets, when events and circumstances warrant such a review. The carrying value of a long-lived
asset is considered impaired when the anticipated undiscounted cash flow from such asset is separately
identifiable and is less than its carrying value. In that event, a loss is recognized based on the amount by
which the carrying value exceeds the fair market value of the long-lived asset. Fair market value is deter-
mined primarily using the antrcrpated cash flows discounted at a rate commensurate with the risk involved.

In the fourth quarter of Frseal Year 2001, the Company identified indicators that goodwill related to two
acquisitions, one made in Fiscal Year 2000 the other in Fiscal Year 2001, was impaired. The indicators
consisted of lack of future orders low profit on equipment sales and the termination of the two principals of
the previous S&K company ithat were responsible for equipment sales. The Company estimated it will not
likely realize positive future cash flows from these acquired businesses and, therefore, recorded a write-off
of the goodwill related to such acquisitions. During the first quarter of Fiscal Year 2002, the Company wrote
off the residual goodwill of $477 377 (See Note 6).

Stock-Based Employee Compensatlon - The Company accounts for stock-based compensation plans
utilizing the provisions of Accounting Principles Board Opinion No. 25 (APB 25), “Accounting for Stock
Issued to Employees” and the Financial Accounting Statement of Financial Accounting Standards No. 123
(SFAS 123), “Accounting for Stock-Based Compensation”. Under SFAS 123, the Company will continue to
apply the provisions of APB 25 to its stock-based employee compensation arrangements, and is only
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required to supplement its financial statements with additional proforma disclosures.

Recognition of Revenue — Sales are recorded at the time title passes to the customer, which, based on
shipping terms, generally occurs when the product is shipped to the customer. Based on prior experience,
the Company reasonably estimates its sales returns and warranty reserves.

Management Estimates - The preparation of financial statements in conformity with accounting principles
generally accepted in the United States of America requires management to make estimates and assump-
tions that affect the reported amounts of assets and liabilities and disclosure of contingent assets and
liabilities at the date of the financial statements and the reported amounts of revenues and expenses during
the reporting period. Actual results could differ from those estimates.

Impact of New Accounting Pronouncements — In June 2002, the FASB issued SFAS No. 146, “Ac-
counting for Costs Associated with Exit or Disposal Activities”. This SFAS applies to costs associated
with an “exit activity” that does not involve an entity newly acquired in a business combination or with a
disposal activity covered by SFAS No. 144. These costs include, but are not limited to the following:
termination benefits associated with involuntary terminations, terminating contracts that are not capital
leases and costs to consolidate facilities or relocated employees. SFAS No. 146 will be effective for exit
disposal activities initiated after December 31, 2002 with early application encouraged.

During 2002, FASB issued SFAS No. 145, 147, and 148, which were merely amendments to existing
SFAS or other accounting pronouncements.

in January 2003, the Financial Accounting Standards Board (“FASB”) issued FASB Interpretation No. 46,
"Consolidation of Variable Entities”, (FIN No. 46) an interpretation of Accounting Research Bulletin No. 51.
FIN No. 46 requires that variable interest entities be consolidated by a company if that company is subject
to a majority of the risk and loss from the variable interest entity’s activities or is entitled to receive a
majority of the entity’s residual returns or both. FIN No. 46 requires disclosures about variable interest
entities that companies are not required to consoclidate but which the company has a significant variable
interest. The consolidation requirements will apply immediately for newly formed variable interest entities
created after January 31, 2003 and entities established prior to January 31, 2003, in the first fiscal year or
interim period beginning after June 30, 2003. The adoption of FIN No. 46 is not expected to have a material
impact on our consolidated results of operations and financial position.

In April 2003, the FASB issued Statements of Financial Accounting Standards No. 149 (“SFAS No. 149”),
an amendment to SFAS No. 133. SFAS No. 149 clarifies under what circumstances a contract with initial
investments meets the characteristics of a derivative and when a derivative contains a financing compo-
nent. This SFAS is effective for contracts entered into or modified after June 30, 2003.

In May 2003, the FASB issued Statements of Financial Accounting Standards No. 150 (*SFAS No. 150).
SFAS No. 150 established standards for how an issuer classifies and measures in its statement of finan-
cial position certain financial instruments with characteristics of both labilities and equity. It requires that
an issuer classify a financial instrument that is within its scope as a liability (or asset in some circum-
stances) because that financial instrument embodies an obligation of the issuer. This SFAS is effective
for financial instruments created before the issuance date of SFAS No. 150 and still existing at the begin-
ning of the interim period of adoption. Restatement is not permitted. The adoption of SFAS No. 150 will
only require the Company to have additional disclosures regarding the Put Warrants and will not have a
material effect on the financial statements. We will adopt SFAS No. 150 in the first quarter of fiscal 2004.
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NoTeE 4: SEGMENT |N;FDRMATICIN

The Company currently ope?rates in one business segment, spraying systems and is primarily engaged in the
business of developing, manufacturing, selling, installing and servicing ultrasonic spray equipment

i
NOTE 5: ACQRUISITIONS
i

SCS - On August 3, 1999 tHe Company purchased all the outstanding stock of SCS, a supplier of cleaning
and drying systems for the semlconductor disk drive, and precision cleaning industries. SCS is a wholly
owned subsidiary of the Company

The aggregate purchase prgce exceeded the fair value of net assets acquired resulting in goodwill that was
to be amortized on the straight-line basis over 15 years. Subsequent to the year ended February 28, 2001,
the Company discontinued the cleaning and drying systems segment. At February 28, 2001, the Company
wrote off $669,697 remaining goodwill for this segment due to the impairment. The Company wrote off the
balance of $477,377 of the goodwill as of May 31, 2001 due to impairment, as the Company determined that
it would not realize future posmve cash flows from the residual assets and uncompleted orders of this
business.

Serec - On September 21, 2000, the Company acquired for $100,000, plus closing costs, certain intellectual
property and intangible assbts of Serec Corporation, a Rhode Island corporation which manufactured and
sold solvent based cleaning systems. Professional fees and other costs of $10,313, $7,500 of which was
attributed to the issuance of common stock, were capitalized as additional purchase price. The aggregate
purchase price of $110,313 was recorded as goodwill due to the inability to specifically identify the values
associated with the various intangible assets acquired. The goodwill was to be amortized on the straight-
line basis over five years. Subsequent to the year ended February 28, 2001, the Company discontinued the
cleaning and drying systems segment. At February 28, 2001, the Company wrote off $100,313 in goodwiill
due to the impairment. During September 2001, the assets of Serec were sold for $35,000.
|

NQOTE 6: DISCCINTINU“ED OPERATIONS

in order to decrease its Ioéses, the Company moved to discontinue the operations of the cleaning and
drying systems segment during the first quarter of Fiscal 2002.

The accompanying statements of operations have been reclassified so that the resuits for the cleaning and
drying systems segment are classified as discontinued operations for Fiscal Year ended February 28, 2002.
The statements of cash ﬂows and related notes to the consolidated financial statements have also been
reclassified to conform to the discontinued operations presentation.

February 28

Summary operating results of the discontinued operations 2002
are as follows: ‘

Revenues. . . . . . | . ... .. ... ... S ... .. $1229,665

Expenses. . . . . L 1,846,578

Loss from discontinued operations . . . . .. . ... $(616.913)

At February 28, 2001, the Company wrote off $669,697 remaining goodwill for this segment due to the
impairment. The Company wrote off the balance of $477,377 of the goodwill as of May 31, 2001 due to
impairment as the Company determined that it would not realize future positive cash flows from the residual
assets and uncompleted orders of this business. Additionally, the Company wrote off impaired accounts
receivable of $30,000, impaired inventory of $81,057, impaired fixed assets of $70,511, and provided re-
serves for future rent and utility costs of $27,430. The Company reached settlements with substantially all
of the vendors and creditors of the discontinued operations, which resulted in forgiveness of liabilities and
debt of $337,587. The Company does not expect that there will be any additional estimated future costs of
discontinuance for the orderly liquidation of the disposed assets and liabilities.
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NQOTE 7: INVENTORIES February 28

consist of the following: 2003
Raw Materials =~~~ L $314,941
Work-in-process . . . . . . o 316,869
Consignment. . . . . . . ... : 3,342
FinishedGoods. .~ 379,308

Totals. . . . 1,014,460
Less: Allowance. . . . . . . . . (219.794)
$794.666

NOTE 8: EQUIPMENT, FURNISHINGS AND LEASEHDOLD IMPROVEMENTS

Equipment, furnishings and leasehold improvements February 28

consist of the following: 2003
Laboratoryequipment . $82,395
Machinery and equipment 394,412
Leaseholdimprovements. . . . . . . . ... 43,865
Furniture and fixtures. . . .~ . . . . . oL 202,547

Totals. . . . . . 723,219
Less: accumulated depreciation. . . . . . .. o0 638,341
$84,878

NOoOTE 9: ACCRUED EXPENSES February 28

Accrued expenses consist of the following: 2003
Accrued compensation. . . . . .. . $92,483
Sales tax liability. . . . . . . . 37,271
Accruedinterest. . . . . 16,361
Accrued marketingexpense. = . . 22,695
Estimated warranty costs. . . . . . . . ... 9,900
Accrued commissions. . . . . . . .. o 8,845
Professionalfees . . . . . . . . . 18,731
Otheraccruedexpenses. . . . . . . . . . . . ... 38.000

$244 286

NOTE 10: REVOLVING LINE OF CREDIT

The Company has a $350,000 revolving line of credit which carries an interest rate of prime plus 2% (6.25%
at February 28, 2003). The loan is collateralized by accounts receivable, inventory and all other personal
property of the Company and is guaranteed by the former CEO of the Company. The line of credit is payable
on demand. As of February 28, 2003, the balance was $312,000.

NoTeE 11: SUBORDINATED LOANS

Two subordinated loans for a total of $144,102 were converted from S&K debt to Company debt on August
3, 1999. These notes were written in August 2002 and are payable over four years with equal principal
payments plus accrued interest at 6% on the unpaid balance. In April 2003, the Company and the note
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holders reached an agreerhent to limit repayments for six months to principal of $1,500 per month plus
interest with the balance of payments to be renegotiated in August 2003, based on the Company’s ability to
increase repayments. February 28

NOTE 12: LONG-TERM DEBT 2003

Long-term debt consists of Zthe following:

Notes payable to relatéd parties, payable monthly In installments of $7,267

plus monthly interest of 5% over 48 months through March 31, 2006. = = = . $302,617
Equipment loan, bank, collateralized by related production equipment,

payable in monthly installments of principal of $756, plus interest at 2%

over the bank’s prime rate (6.25% at February 28, 2003) through May 2005. . 20,412
Totallongtermdebt. . . . . . . .. . ... ... 323,029
Duewithinoneyear. . . . .. . .. ... ... (72,996)
Due afteroneyear. . . . . . o $250,033

Long-term debt is payéble as follows (as of February 28, 2003):
Fiscal Year ending February,

2004 . $72,996
2005. . L. 96,275
2006 L 89,471
2007 . . 64,287

—$323.020

The Company reached agreements with its note holders to defer principal and interest payments
on their notes.

NOoTE 13: SUBORDINATED MEZZANINE DEBT

|

On September 30, 1999, the Company entered into a 12%, $450,000 Note and Warrant Purchase Agree-
ment with Norwood Venturé Corporation (“Norwood Note”) less a proportionate equity share of the greatest
of three different valuations of the Company upon exercise of the Put Warrants. On December 22, 2000,
Norwood amended the Note }and Warrant Purchase Agreement (“Agreement”) to increase the note to $550,000.
On April 30, 2001, Norwood amended the Agreement to increase the note by $300,000 to $850,000 and the
warrant shares to 2,077,777. In connection with this additional loan, $50,000 of advances from certain
shareholders and directors were repaid (See note 18). The Norwood Note, as amended, requires interest
payments through September 2002, followed by monthly principal payments of $23,612 and interest through
September 2005. The NoMood Note is collateralized by certain assets of the Company. The Norwood
Note, among other things, restricts the payment of dividends.

In addition, the original Ndrwood Note was issued with a detachable stock purchase warrant (the “Put
Warrants”) to purchase 1,100,000 shares of the Company’s common stock at a exercise price of $.30, the
fair market value of the Cémpany’s common stock on September 30, 1999. The fair market value, as
determined by an independent appraisal, of the Put Warrants was determined to be $0.07 per share, and is
accounted for as a discount to the Norwood Note and will be amortized over the life of the principal repay-
ment term of the Agreement. In connection with the amendments, dated December 22, 2000 and April 30,
2001,an additional 244,444'and 733,333 warrant shares were granted at an exercise price of $0.30 and $.10
per share, respectively. In ¢onnection with an amendment to the Agreement in October 2001, the exercise
price of certain of the warra:nts was reduced from $.30 to $.15 per share. This resulted in an increase in the
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value of the warrants of $13,445, which is accounted as a discount to the loan and is being imputed as
additional interest over the term of the loan. The unamortized discount at February 28, 2003 is $17,606.
The Put Warrants can be put to the Company from May 29, 2006 to May 29, 2007 as defined by the
Agreement, and they expire on September 30, 2010.

The deferred financing fees of $35,523 incurred to acquire the Norwood Note are being amortized over the
life of the loan. Accumulated amortization of the deferred financing fees was $24,272 at February 28, 2003.

NOTE 14: COMMITMENTS AND CONTINGENCIES

Litigation — During the normal course of business, the Company is involved in various routine legal matters.
The Company believes the outcome of these matters will not have a material adverse effect on the Company’s
financial statements.

Leases— Total rent expense was approximately $ 78,447 and $78,060, for the two years ended February 28,
2003 and February 28, 2002, respectively.

The Company has $58,835 in future minimum obligations under its lease which expires in Fiscal Year 2004.
NDOTE 15! INCOME TAXES

The annual provision (benefit) for income taxes differs from amounts computed by applying the maximum
U.S. Federal income tax rate to pre-tax income (loss) as follows:

February 28
2003 % 2002 %
Computed tax (benefit)
atmaximumrate. = . .. . ... . 841,125 34.0 $(63,373) (34.0)
Non-deductible goodwill. . . . . . . . . . . . .. 0 0 162,308 87.0
Other permanent differences. . = . . . . . . . 2,440 2.0 3,304 1.8
Change in valuation
allowancefortax. . . . . . . .. . ... . ..
effect of operating =~ . . . . . .
loss carryforwards. . . . . . ... (43,565) (36.0) _ (102.239) (54.8)
Provision for
income taxes. . . . . . . .. .. ... S - - $ - -
February 28
2003
The net deferred tax asset is comprised of the following:
Allowance for doubtful accounts =~~~ $5,000
Accumulated depreciation. . . . . . . .. L 20,000
Accumulated amortization. . . . . . . . 5,000
Inventory. . . . 166,000
Accrued vacation. . . . . . L L 6,000
Accruedexpenses. . . . . . . L 52,000
Net operating losses and other
carryforwards. . . . . . . . .. L 1,475,000
Net deferred tax assets before
valuationallowance. . . . . . . 1,729,000
Deferred tax asset valuation allowance. . =~~~ . . . . . . ... (1,729,000)
Net deferred tax asset . . . . . s s -
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The changein the valuatiod allowance was $144,000 for the year ended February 28, 2003.

At February 28, 20083, the Co“mpany has avalilable net operating loss carryforwards of approximately $4,337,190
forincome tax purposes which expire between fiscal 2004 and fiscal 2022. The Company also has research
and development credits of approximately $136,000, which expire between fiscal 2010 and fiscal 2021. The
net operating loss and credit carryforwards generated by S&K prior to the acquisition are subject to limita-
tions under Section 382 of the Internal Revenue Code.

NOTE 16: 8TOCK DPTIDNS AND WARRANTS

Stock Options - Under the 1993 Stock Incentive Plan, as amended (1993 Plan”), options can be granted to
officers, directors, consulta‘nts and employees of the Company and its subsidiaries to purchase up to
1,500,000 of the Company’ s common shares. Options granted under the 1993 Plan expire on various dates
through 2012. J

Under the 1993 Stock Incentive Plan, option prices must be at least 100% of the fair market value of the
common stock at time of grént For qualified employees, except under certain circumstances specified in
the 1993 plan or unless otherwise specified at the discretion of the Board of Directors, no option may be
exercised prior to one year after date of grant, with the balance becoming exercisable in cumulative install-

ments over a three year perlod during the term of the option, and terminate at a stipulated period of time after
an employee’s termination of employment.

During Fiscal Year 2003, thelCompany granted options for 415,000 shares exercisable at between $0.15 per
share and $0.30 per share to quahfled employees, 40,000 shares exercisable at $0.37 to directors of the
Company. ‘

During Fiscal Year 2002, the‘Company granted options for 335,000 shares exercisable at between $0.09 per
share and $0.88 per share to qualified employees, 12,500 shares exercisable at between $0.20 and $0.24
per share to consultants of the Company, and 20,000 shares exercisable at $0.11 per share to director of
the Company. During FlscaNYear2002 compensation expense of $2,181 was recognized based on the fair
value of the vested options granted to consultants.

A summary of the 1993 Plan actuwty for the two year period ended February 28, 2003
is as follows:

Stock Options Weighted Average Exercise Price
| Outstanding Exercisable Outstanding Exercisable

Balance — February 28, 2001 1,125,062 598,699 $0.69 $0.52
Granted Fiscal Year2002. . = = = . . . 367,500 0.23
Canceled Fiscal Year2002. . . . . . . . . (652.500) {0.53)
Balance — February 28, 2002 ... .. 840,062 752,187 0.50 $0.59
Granted Fiscal Year2003. = . . . = . . . 445,000 0 22
Canceled Fiscal Year2003. = . . . . = = . (162.500) (0.49)

$0.33 $0.35

Balance —~ February 28, 2003 . . . . ... 1122562 903,062
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Information, at date of issuance, regarding stock option grants

for the years ended February 28, 2003 and 2002:
Weighted Weighted

Average Average
Exercise Fair
Shares Price Value
Year ended February 28, 2002;
Exercise price exceeds market price. . . . . . . . . . .. $ - $ -

Exercise price equals market price. . . . . . . . . . . .. 367,500 0.23 0.16
Exercise price is less than market price. .~ . . .= . . . . . - - -

Year ended February 28, 2003:
Exercise price exceeds market price. . . . . . . ... . 275,000 $0.20 $0.15
Exercise price equals market price. . . . . . . . . .. . 170,000 0.16 0.16
Exercise price is less than market price. . . . = . . . . - - -
The following table summarizes information about stock options outstanding and exercisable at

February 28,2003 Qutstanding and Exercisable

Weighted
Average Weighted
Remaining Average
Number Life in Exercise Number
Range of exercise prices: Outstanding Years Price Exercisable
$0.09t0%0.20. . . . . .. .. 587,500 9.2 $0.18 446,000
$0.21to%050 . . . . ... 377,500 6.0 $0.33 302,500
$051t0%090. . . . . . .. . 102,562 59 $0.60 102,562
$1.00t0%1.53 . . . . ... 55,000 7.5 $1.43 52,000

The fair value of options granted under the Company’s fixed stock option plans during Fiscal Years 2003
and 2002 were estimated on the dates of grant using the minimum value options-pricing models with the
following weighted-average assumptions used: expected volatility of approximately 107% and 105% in
Fiscal Years 2003 and 2002, respectively, risk-free interest rate of approximately 3.25% and 5.00% in
Fiscal Years 2003 and 2002, and expected lives of option grants of approximately five years.

The estimated fair value of options granted during Fiscal Years 2003 and 2002 were $.22 and $.28 per
share, respectively. The Company applies Accounting Principles Board Opinion No. 25 and related inter-
pretations in accounting for the 1993 Plan. Had compensation cost for the Company’s stock option plan
been determined based on the fair value at the option grant dates for awards in accordance with the ac-
counting provisions of SFAS 123, the Company’s net income (loss) and basic and diluted earnings (loss)
per share for the years ended February 28, 2003 and February 28, 2002 would have been changed to the pro
forma amounts indicated below:

February 28
2003 2002
Net Profit (Loss):

Asreported . . . .o $120,956 $(186,391)
Proforma. . . . . . .. .. . . . .. .. ... ... L $19,184 $(290,690)

Basic and diluted earnings (loss) per share (see Note 17):
Asreported . . . . . . .. $0.01 $(0.02)
Proforma. . . . . . . . ... ... $0.00 $(0.03)
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Warrants - There were nci> warrants issued during the Fiscal 2003 and 2002. 370,175 warrants issued in
1999 in conjunction with the retirement of subordinated debt expired in Fiscal 2003.

|

During Fiscal Year 2001, warrants to purchase 50,000 shares of the Company’s common stock were issued
to a former officer of the CQmpany in acknowledgment of short term loans granted to the Company in Fiscal
Year 2000. One warrant is to purchase 25,000 shares of the Company’s common stock at $0.50 per share,
the other warrant is to purchase 25,000 shares of the Company’s common stock at $1.00 per share. Both
warrants expire March 3, 2005.

On February 15, 2000, the Company entered into a 90 day $100,000 subordinated convertible loan with a
non-affiliated individual cohvertible into common stock at $1.00 per share. The loan and related interest of
8 % was repaid upon maturity, May 15, 2000. As part of the loan agreement, the lender was eligible to
receive a warrant to purchase 50,000 shares of the Company’s common stock, if the loan was not con-
verted to equity or was not repaid. When the loan was repaid, the lender received a five-year warrant to
purchase 50,000 shares of the Company’s common stock at $1.00 per share in accordance with the provi-
sions of the agreement. The warrant expires on May 15, 2005.

|

|
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NgTeE 17: EARNINGS (LOoss) PER SHARE
February 28

The following table sets forth the computation of basic
and diluted earnings (loss) per share: 2003 2002

Numerator for basic and diluted
Earnings (loss) per share:

Continuing operations . . . . . . . . . . . . $120,956 $375,310

Discontinued operations . . . - (2,005,799)

Neteamings (loss). = . . .. . . . .. . .. . , $120,956  $(1,630,489)
Denominator:

Denominator for basic earnings (loss)

pershare - weighted average shares. =~~~ = = 9,096,436 9,096,436

Warrants. . . . . . . 4 1,020,085 **0

Stock options for employees, directors,

and outside consultants . . . o 93,158 **0
Denominator for diluted earnings

(loss)pershare. = . . . ... 10,265,644 **9,096,436
Basic Earnings (Loss) Per Share-

Continuing Operations . . . . . . . .. . . . .. $0.01 $0.05

Discontinued Operations. . . . . . . . . . o 0.00 (0.07)

NetEarnings (Loss). . . . . . . . .. . . . . $0.01 $(0.02
Ditute Earnings (Loss) Per Share- . . . . . ... . . . . .. , -

Continuing Operations. . . . . .. . . . $0.01 $0.05

Discontinued Operations. . . . . . . . . . . . . . 0.00 {0.07)

Net Eamings (Loss). . . . . .. . . . . .. : $0.01 **$(0.02

** The warrants and stock options are antidilutive during Fiscal Years 2002 as a result of the net losses and,
therefore, are not considered in the Diluted EPS calculation.

NaTe 18: RELATED PARTY TRANSACTIONS

Norwood loans - On April 30, 2001, in order to induce the advance of an additional $300,000 by Norwood
Venture Corp. ("Norwood"), certain of the Company’s directors, an officer and an affiliate of the Company
participated in the amount of $216,750 in the additional mezzanine financing. Interest expense of $26,371
and $24,500 was paid to Norwood and forwarded to these individuals during Fiscal Years 2003 and 2002,
respectively.

Short-term loans - related parties — At Fiscal Year End 2002, loans from directors, former officers and
related parties in the amount of $286,084 plus accrued interest of $62,728 were formalized into four-year
notes bearing interest at 5% on the unpaid balance. Repayments of these notes on a monthly basis
commenced March 31, 2002. Earlier during the year, related party loans in the amount of $146,000 were
repaid with interest. The total interest charge for related party notes was $16,468 and $25,653 for the fiscal
year ended February 28, 2003 and 2002, respectively.

Consulting agreement — At February 28, 2002, prior years’ consulting fees of $69,076 recorded from 1993
to 1996 to the Company’s Chairman of the Board have been reclassified as long-term. Accordingly, $4,145
in interest expense has been imputed and charged to paid-in capital in each of the two years ended Febru-
ary 28, 2003 and 2002.
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[
NOTE 19: SIGNIFICANT CUSTOMERS AND FOREIGN SALES

From continuing operafions - For the year ended February 28, 2002, one customer accounted for 12% of
the Company’s sales.

Export sales to oustomerZs located outside the United States were approximately as follows:

Years Ended February 28

: 2003 2002
WesternEurope . | . . . .. $356,000 $533,000
FarEast . = . L 170,000 80,000

Other. . . . . . .. ....................... 130,000 187.000
I $656,000 $810.000

CoMMON STock |

The Company's Commoni;‘Stock trades in the over-the-counter market on the OTC Bulletin Board. The
following table sets forth tf)e range of high and low closing bid quotations for the Company’s Common
Stock for the periods indicated.

: February 28 February 28

Common Stock for Fiscal Year Ended: 2003 2002
First Quarter - - - S $0.50 $0.32 $0.56 $0.20
SecondQuarter- -+ - - - - - 0.40 - 020 0.28 0.09
ThirdQuanter- -~ - -~ - -~ - - 0.25 0.10 0.32 0.08
FourthQuarter- - -~ - - - - -~ 0.20 0.12 0.54 0.16

The above quotations are 5e|ieved to represent inter-dealer quotations without retail markups, markdowns
or commissions and may not represent actual transactions. The Company believes that, although limited
or sporadic quotations exist, there is no established pubiic trading market for the Company’s Common
Stock. ;
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